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September 10, 1999

Ms. Magalie Roman Salas oeP 1 01999
Secretary - COMMRR!
Federal Communications Commission w%w

The Portals
445 12th Street, S W.
Washington, D.C. 20554

Re:  CC Docket Nos. 96-45 & 97-160

Dear Ms. Salas:

Yesterday, Ed Lowry, Pat Garzillo, Vin Callahan, Dan Harris and 1, representing Bell Atlantic,
and Harold Ware of NERA, met with Ted Burmeister, Bryan Clopton, James Eisner, Abdel
Eqab, Katie King, Robert Loube, Richard Smith, and James Zolnierek of the Accounting Policy
Division, regarding the items captioned above. Due to the late hour at which the meeting ended,
a formal notification of the ex parte presentation could not be filed until today. The attached
material served as the basis for the discussion throughout the meeting.

Any questions on this filing should be directed to me at the address shown above.

Sincerely,
H e

Attachments
cC:
T. Burmeister K. King
B. Clopton R. Loube
J. Eisner R. Smith
A. Egab J. Zolnierek

No. of Copies ree’ th__j
List ABCDE o0




The Proposed Proxy Model Inputs Understate Costs
and Are Based on Flawed Analyses

(Summary of H. Ware and C. Dippon’s Affidavit, Filed July 23, 1999)

¢ By failing to account for switch growth and upgrades, the proposed switch cost
inputs understate switch investments.

The proposed switch investment inputs exclude the costs of adding new lines
for growth, and of upgrading switching equipment and software.

They reflect an unobtainable approach that assumes all switches are deployed
instantaneously at a single point in time using only new lines.

Switch vendors offer much higher discounts for new switching capacity, than
for growth lines and upgrades.

Thus, the inputs substantially understate switch costs.

¢ Cost models and inputs must reflect that all firms operate in a world in which
demand grows and shifts, and in which facilities will be upgraded, and replaced.

No real firm has enough foresight to put in all of its switching capacity in
advance, and never add new lines or upgrade its switches.

All firms must deal with uncertainty about: overall demand growth, which
locations will experience growth or declines, which services customers may
chose, and the speed and nature of technological innovation.

Thus, efficient firms accommodate growth and change by adding and
upgrading capacity throughout the life of their networks.




¢ If the Commission assumes there are no growth jobs—contrary to how real
firms deploy switches—then it should change its assumptions about excess
capacity, depreciation, and/or replacement costs. Each of these changes would
raise costs:

» Installing only new switches, and never adding new lines for growth would
require substantially more excess capacity; OR,

¢ Switches would have to be replaced every few years to allow for growth. In
this case, depreciation would have to be much higher; OR,

e Every time the firm experienced enough growth to exhaust existing capacity, it
would have to install a new smaller switch to handle the expected growth
lines. This would require additional fixed start-up costs.

And, if LECs only deployed replacement switches:

e Discounts would be much smaller for replacement lines, because
manufacturers could not count on offsetting, higher margins for growth lines.

e If all switches are to be replaced at a single time, manufacturers would not
have enough capacity to do so; and trying to meet so much demand in a short
time would dramatically bid up prices for equipment.




¢ The switch cost study used to estimate the model’s switch cost inputs understates
costs and has serious flaws.

o The study understates costs because it excluded information regarding add-on
lines and upgrade costs for new software and hardware after initial
replacement.

e The data set used in the study is not representative—it only includes selected
Rural Utilities Services’ data and data for 20 states for the largest LECs.

e The data set omits key variables, including:
e wirecenter characteristics such as usage per line,
e switch characteristics such as concentration ratios,
e differences between urban and rural costs such as costs of installing in
high-rise buildings in congested areas,
e and contract characteristics.

Omitted variables lead to biased estimators.




The NRRI cable cost study used to develop the model’s cable costs has serious

flaws,

It should not be used.

The NRRI cable costs study is based only on Rural Utilities Services’ data.
These data are not representative of non-rural LEC costs.

[t ignored many of the actual costs incurred by ILECs (e.g., acquiring rights-
of-way, supervision, and safety precautions).

It uses arbitrary allocations to estimate separate unit costs based on total
project costs.

The data do not contain sufficient information to distinguish between costs for
underground and buried cable, although the FCC Model has separate costs for
each structure type.

The model specifications also contain a number of econometric errors. (See
Sections IV C and D of our affidavit.)

Because the NRRI study is flawed, the Commission should not use cable cost
estimates from this study. Instead, it should obtain more accurate cost inputs
directly from the non-rural LECs,

The FCC should use cost inputs that are as specific to each area as possible to
better identify high-cost areas.




e Basing universal service support on a study that measures the costs of a
hypothetical network sized to serve a static level of demand understates the
forward-looking costs that ILECs need to recover to provide universal service.

¢ As a result of the flaws noted, using the proposed inputs and cost model as
presently structured would likely generate incorrect cost estimates and, thus,
lead to inefficient public policy outcomes.



Bell Atlantic
Model Inputs
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e Model inputs are consistently understated
m Cable and Wire

m Structure Sharing
m Switching
e Model logic is fatally flawed
e Inputs and logic produce invalid resuits
e Results produce questionable Public Policy



Bell Atlantic

e |nputs are largely understated
m Serving Area Interface (SAl)

— FCC recommended inputs are lower than Bell
Atlantic’s and earlier FCC workshop values.

— Right-of-way cost are not included
m Digital Loop Carrier (DLC)

— AT&T analysis did not include COT and RT line
card cost

e Results understate Cable & Wire



Bell Atlantic
Structure Sharmg

® Recommended inputs are overstated
e FCC data request provided actual data

® Proposed level of sharing has never been realized in
the actual network



Bell Atlantic
Switching Cost

Model switching logic fails to include growth and upgrades

AT&T misrepresented Bell Atlantic material cost as fully installed
cost |

Validation of FCC Model Switching Curve
m Used FCC switching curve as input
m Produced BA-NY switching offices
m Compared actual installed cost to FCC model results
FCC model switching curve understated switching cost by 41%



A MODEL PROBLEM

Vincent Callahan
Bell Atlantic



A MODEL PROBLEM

e The Size of the Problem:

— Total Universal Service Fund = $1.7 Billion*

— Total Non-Rural Company Universal Service
Funding = $80 Million*

» (Attachments A-C)

* Source: Universal Service Administrative Company’s Third Quarter 1999 Report,
Appendix1, 4/26/99.



HCPM Update - Attachment A
USAC’s 3rd Qtr. 1999 Report

~ - — ——

Total USF Funding: Non-Rural vs. Rural

in Millions

M Non Rural
M Rural

* All Puerto Rico operating companies categorized as rural.



HCPM Update

$1,000

Attachment B

Comparison of High Cost Loop Fund Payments

($'s In Millions)
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HCPM Update
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Attachment C

% of High Cost Loop Payments
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1997 and 1998 Data Source: FCC Manitoring Report, 7/99.

1998 Data Scurce: USAC 3rd Quarter 1999 Fund Size Projections, 4/99.



A MODEL PROBLEM

e Can The HCPM Be Used To Size The
Fund?

Density Zone Wire Center
Benchmark Annual Support Annual Support
115% $ 2,463,244,907 $5,077,192,086
125% ' $1,841,116,132 $ 4,483,544,196
135% $ 1,404,342.,402 $ 3,987,635,682

150% '$ 924,605,344 $ 3,380,171,514



A MODEL PROBLEM

* Can the HCPM be used to distribute
Universal Service Funding?

» (Attachment D)



Inflow/Outflow

135% Benchmark

Non-Ruraf Funding Projections

Incrementai Impact by State
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48,827,360

30,298,846
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BZ,436,625
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§ 34,447,639
$ 44,933,369
$ 11,818,095
$ 357,482,956

$ 357,482,956

State responsibility in high cost states set at $2.00 per line.

Current Non-Rural Support taken from USAC’s Third Q
Total End User Telephone Revenues taken from Table 1

Current Non-
Rural Support
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Incremental
Qutflow
4,255,208
2,571,780
6,222,908
29,648,639
6,262,884
5,148,002
1,687,869
1,212,601
20,631,883
10,033,940
1,270,344
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817.284
133,253
17.767
1,385,830
173,229
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§ 312,473,500

ark of 135% above the national average monthly cost.

Attachment D
interstate End-User Revenues Only
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A MODEL PROBLEM

A solution 1n search of a problem:
Current high-cost support sufficient

* High penetration rates

Non-rural support is 5% of current fund

* Percentage decreasing over time



A MODEL PROBLEM

A solution 1n search of a problem:

* No need to identify additional Intrastate
high cost support

* A model not needed to 1dentify Interstate
(implicit) support, e.g., CALLS proposal



A MODEL PROBLEM

SUMMARY:

e Model produces unrealistic results
* Questionable need for more support
e Questionable distribution of new funds

 Potential for economic distortion and
political tension

* Deal with non-rural support when treating
support for rural carriers



